DEPARTMENT OF HEALTH FINDINGS ON THE APPLICATIONS SUBMITTED BY
RCCH/CAPELLA TO CONVERT LOURDES MEDICAL CENTER AND LOURDES
COUNSELING CENTER FROM NON-PROFIT TO FOR-PROFIT

APPLICANT DESCRIPTION

RegionalCare Hospital Partners Holdings, Inc. (d/b/a RCCH HealthCare Partners) is a Delaware
corporation that was formed in 2009. On a consolidated basis, RegionalCare Hospital Partners
Holdings, Inc., through its subsidiaries, owns or leases and operates general acute care hospitals
and other related health care organizations in the United States. On April 29, 2016, RegionalCare
Hospital Partners Holdings, Inc. merged with Capella Health Holdings, LLC, which owned and
operated eight general acute care hospitals in five states at the time of the merger. The
RegionalCare/Capella Merger was effective May 1, 2016. [source: Application, p2; RCCH Press
Release]

A further subsidiary of Capella is Lourdes Hospital, LLC, which is also incorporated in Delaware.
An organizational chart showing the ownership and subsidiary structure is attached as Appendix
A to this evaluation. [source: Application, Exhibit 2]

To summarize, Capella is owned 100% by RCCH. Inturn, Lourdes Hospital, LLC is owned 100%
by Capella. For ease of reference, this evaluation will refer to the applicant as RCCH/Capella.

As of the writing of this evaluation, Capella owns one acute care hospital in Washington State,
Capital Medical Center in Olympia. Capella also received recent Certificate of Need approval to
acquire TRIOS Health in Kennewick, within Benton County.

BACKGROUND INFORMATION

Our Lady of Lourdes Hospital — now known as Lourdes Medical Center — was originally founded
in 1916 by the Sisters of St. Joseph. Lourdes Counseling Center — formerly known as Carondelet
Behavioral Health — was acquired by Lourdes in 1988. In 1997 the organization came to be known
as Lourdes Health Network. Lourdes Health Network became a member of Ascension Health in
2002. Lourdes Medical Center was designated as a Critical Access hospital in 2005 and has
continually maintained this status. [source: Lourdes website; CN Historical Files]

Lourdes Medical Center is a 35-bed critical access hospital located at 520 North 4th Avenue in
Pasco within Franklin County. It is currently a Medicare and Medicaid provider of acute and
rehabilitation care services to the residents of Pasco and surrounding areas. Lourdes Medical is
designated as a Level IV trauma center and a Level 1l Rehabilitation provider by the Department
of Health’s Office of Emergency Medical and Trauma Prevention. [CN historical files]

Lourdes Counseling Center is a 32 bed psychiatric hospital located at 1175 Carondelet Drive in
Richland, within Benton County. Lourdes Counseling Center is currently a Medicare and
Medicaid provider of psychiatric care services to the residents of Benton and Franklin Counties
and surrounding areas. [source: CN historical files]

Page 1 of 16



PROJECT DESCRIPTION
These applications propose to convert Lourdes Medical Center and Lourdes Counseling Center
operations from non-profit to for-profit.t

This evaluation will focus on the conversion of Lourdes Medical Center and Lourdes Counseling
Center from non-profit to for-profit status.

The Certificate of Need applications related to this transaction outline the services offered prior to
the transaction at each hospital. Neither application proposes to reduce or change the services
available at either of the hospitals.

The estimated capital expenditure for the purchase of both hospitals is $21,000,000. Of that
amount, $17,564,400 is related to the purchase of Lourdes Medical; $3,435,600 is related to the
purchase of Lourdes Counseling. [CN Applications 17-37 and 17-38].

APPLICABILITY OF NON-PROFIT HOSPITAL CONVERSION LAW

This project was subject to Department of Health (DOH) review as the conversion of a nonprofit
hospital to a for profit hospital under Revised Code of Washington (RCW) 70.45 and Washington
Administrative Code (WAC) 246-312.

APPLICATION CHRONOLOGY

Action Date

Application Submitted May 5, 2017

Pre-Review Activities
e DOH’s 1st Screening Letter e June 22,2017
e Applicant’s Response Received e August 23, 2017
e DOH’s 2nd Screening Letter e September 14, 2017
e Applicant’s Response Received e November 13, 2017
e DOH’s 3rd Screening Letter? e December 11, 2017
e Applicant’s Response Received e December 18, 2017
e DOH'’s 4th Screening Letter e January 11, 2018
e Applicant’s Response Received e January 22, 2018

Department Releases Request for Proposal for | February 9, 2018
Validation Assessment
Beginning of Review February 23, 2018
Public Comment

e Public comments accepted through this

date/Public hearings conducted March 19, 2018
March 19, 2018
Rebuttal Comments Due April 3, 2018
AGO Opinion Completed June 4, 2018
Department’s Decision Date August 6, 2018

1In a parallel review, applications have been submitted under the Certificate of Need statute (RCW 70.38)
for the purchase of these facilities by RCCH. Separate decisions will be issued for those applications.

2 While Certificate of Need applications are limited to two screenings, there is no such limit on the number
of screenings for a non-profit conversion application.
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SOURCE INFORMATION REVIEWED
e RCCH/Capella’s Nonprofit Conversion application for Lourdes Medical Center and
Lourdes Counseling Center received May 2, 2017
e RCCH/Capella’s screening response received August 23, 2017, November 13, 2017,
December 18, 2017, and January 22, 2018
e RCCH/Capella’s Certificate of Need application for Lourdes Counseling Center received
May 2, 2017
e RCCH/Capella’s Lourdes Counseling Center screening response received August 7, 2017
and October 30, 2017
e RCCH/Capella’s Certificate of Need application for Lourdes Medical Center received May
2,2017
e RCCH/Capella’s Lourdes Medical Center screening response received August 7, 2017 and
October 30, 2017
Public comment received by 5:00 pm on March 19, 2018
ECG Management Consultants Report dated May 18, 2018 — Attached as Appendix B
RCCH?’s Letter regarding assumptions used in ECGs report — Attached as Appendix C
Attorney General Opinion dated June 4, 2018 — Attached as Appendix D
ECG Management Consultants Updated Report dated July 31, 2018 — Attached as
Appendix E
e Lourdes Health Network website at https://www.yourlourdes.com
e Ascension Health website at www.ascension.org
e Certificate of Need historical files

CRITERIA EVALUATION

To obtain Department of Health approval, the parties to the acquisition must demonstrate
compliance with the criteria found in Revised Code of Washington (RCW) 70.45.070 and
70.45.080 and Washington Administrative Code (WAC) 246-312(050)(1), (2) and (3).

CONCLUSION

Based on the following evaluation, the department concludes the applications submitted by
RCCH/Capella Healthcare, LLC for the conversion from non-profit to for-profit status of Lourdes
Medical Center and Lourdes Counseling are consistent with the applicable Non Profit Hospital
Acquisition review criterion in RCW 70.45 and WAC 246-312. These conversions should be
approved with the following conditions.

CONDITIONS
The documentation required to meet the conditions below should be submitted to the Department
of Health and the Office of the Attorney General.

These approvals are based on the department’s record and the representations made to the
department and AGO throughout the review of these Conversion and Certificate of Need
applications.

1. Prior to the closing of the transaction no material changes can be made to the

Application, the Asset Purchase Agreement, or any other applicable application
documents, except as may be necessary to comply with conditions identified.
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10.

11.

12.

Prior to the closing of the transaction there occur no changes in operations at the
Hospitals, or other events, which result in Ascension not receiving fair market value
for the Hospitals.

The Donation Agreement between LHN and the Catholic Foundation shall be
amended to require the Catholic Foundation to hold the proceeds in trust and as
permanently restricted funds.

LHN shall establish a reasonable process for interim partial transfers of the proceeds
of the transaction to the Catholic Foundation during the escrow period. This process
must be approved by the Department of Health and the Office of the Attorney General.

LHN shall establish a reasonable process for reasonable review of payments from the
escrow account to assure that those payments are limited to appropriate liabilities
anticipated by the APA. This process must be approved by the Department of Health
and the Office of the Attorney General.

LHN must resolve the discrepancies between the Application and the draft Donation
Agreement, including resolving the duration of escrow, the precise assets to be
conveyed into escrow (and concomitant obligations to be paid from escrow), the terms
of the escrow, provisions for interim investment of escrowed funds, the treatment of
post-closing adjustments, and vesting of authority in the Catholic Foundation to
enforce any and all provisions of this transaction governing charitable funds, including
without limitation transfers into or out of the escrow account — all subject to
Department of Health and Attorney General approval.

LHN must establish a third distribution committee related to healthcare grants from
the proceeds of the transaction with membership including residents of both Benton
and Franklin counties and possessing the necessary subject matter expertise.

LHN must vest the right of first refusal with the Catholic Foundation, rather than
Ascension. Consistent with statute, the right of first refusal shall not be time limited.

LHN must establish a mechanism that requires RCCH/Capella to provide adequate and timely
notice to the Catholic Foundation of any potential sale, acquisition, or merger involving the

assets so that it may exercise its right of first refusal.

The net proceeds from the sale of Lourdes Medical Center and Lourdes Counseling
Center shall be dedicated to the permissible health care-related purposes for the benefit
of the communities within the region served by both hospitals. The Catholic
Foundation shall provide to DOH annually, such financial reports, either discretely or
as a part of any other reports that demonstrate compliance with this condition.

Upon closing the net proceeds of the sale shall be immediately transferred and held in
an interest bearing trust account for the benefit of the new foundation until such time
as the initial members of the new foundation’s board of directors have been appointed.
The financial institution in which such account is established shall be subject to
DOH’s approval. The principal and interest in such trust account shall be transferred
to the new foundation immediately following the appointment of the initial members
of the new foundation’s board of directors.

RCCH/Capella must agree to the conditions outlined in the Certificate of Need
evaluations for Lourdes Medical Center and Lourdes Counseling Center.
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FINDINGS

The Revised Code of Washington (RCW) 70.45.060 (1), requires the department of obtain an
opinion from the Attorney General’s office as to whether or not the proposed acquisition meets
the requirements under RCW 70.45.070(1), (2), (3), (4), (5), (6), (7), (8), (9), and (10). The specific
requirements of RCW 70.45.070 are also found in WAC 246-312. The WAC requirements that
coincide with those found in RCW 70.45.070 are WAC 246-312-050(1)(a) through WAC 246-
312-050(1)(j). A complete copy of the Attorney General Office’s (AGQ) opinion is in Appendix
D attached to this evaluation.

A WAC 246-312-050 (1)

Based on the source information reviewed, the department concludes that with the conditions
identified in the conclusions section of this evaluation, the applicant has met the criteria in WAC
246-312-050(1). It is noted that public comment associated with any of the below sub-criteria
were factored into the Attorney General’s opinion. Therefore, the department did not conduct a
second review of these comments.

(a) The acquisition is permitted under chapter 24.03 RCW, the Washington Nonprofit
Corporation Act, and other laws governing nonprofit entities, trusts, or charities

As part of its evaluation the AGO analyzed whether the proposed acquisition was permitted under
chapter 24.03 RCW, the Washington Nonprofit Corporation Act and other applicable laws, and
concluded that it meets all requirements under statute. Their analysis of this requirement can be
found on pages 9 and 10 of their written opinion.

The department concurs with the analysis and conclusions of the AG’s office. The department
concludes this sub-criterion is met.

(b) The nonprofit corporation that owns the hospital being acquired has exercised due diligence
in authorizing the acquisition, selecting the acquiring person, and negotiating the terms and
conditions of the acquisition

The AG evaluation analyzed whether Ascension exercised due diligence in authorizing the
acquisition, selecting the acquiring person, and negotiating the terms and conditions of the
acquisition. The AG and concluded that it meets all requirements under this section of statute.
Their analysis of this requirement can be found on pages 10 through 16 of their written opinion.

The department concurs with the analysis and conclusions of the AG’s office. The department
concludes this sub-criterion is met.

(c) The procedures used by the nonprofit corporation’s board of trustees and officers in making
its decision fulfilled their fiduciary duties, that the board and officers were sufficiently informed
about the proposed acquisition and possible alternatives, and that they used appropriate expert
assistance

The AG evaluation analyzed whether procedures used by the nonprofit corporation’s board of
trustees and officers in making its decision fulfilled their fiduciary duties, that the board and
officers were sufficiently informed about the proposed acquisition and possible alternatives, and
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that they used appropriate expert assistance. The AG concluded that it meets all requirements
under this section of statute. Their analysis of this requirement can be found on pages 17 through
19 of their written opinion.

The department concurs with the analysis and conclusions of the AG’s office. The department
concludes this sub-criterion is met.

(d) There is no conflict of interest related to the acquisition, including, but not limited to, board
members and executives of, and experts retained by, the nonprofit corporation, acquiring
person, or other parties to the acquisition

The AG opinion analyzed whether there were any conflicts of interest related to the acquisition,
including, but not limited to, board members and executives of, and experts retained by, the
nonprofit corporation, acquiring person, or other parties to the acquisition. The AG concluded that
it meets all requirements under this section of statute. Their analysis of this requirement can be
found on page 20 of their written opinion.

The department concurs with the analysis and conclusions of the AG’s office. The department
concludes this sub-criterion is met.

(e) The nonprofit corporation will receive fair market value for its assets. The attorney general
or the department may employ reasonably necessary expert assistance in making this
determination

To assist the department and the AG’s office with this portion of the evaluation, the department
solicited bids for a consulting valuation expert.

The Department executed a contract with ECG Management Consultants (ECG).® The contract
with ECG required it to render an opinion as to the fair market value of the two nonprofit hospital
assets being sold, including consideration of the seller’s relationships with any related nonprofit
organizations or charitable foundations to the determination of fair market value. A full copy of
the report is presented in Appendix B.

The AG report analyzed whether the nonprofit corporation will receive fair market value for its
assets. The evaluation concluded that Ascension would not receive fair market value for its assets.

¥ ECG Management Consultants provides healthcare management consulting services. The company offers
strategy services in the areas of enterprise strategy, facility and capital asset planning, service line strategy,
physician strategy and alignment, health reform and accountable care organization strategy, transactions
and affiliations, organizational design, and development, and finance services in the categories of business
and financial advisory services, payor contracting and reimbursement, provider compensation planning,
valuation services, and industry benchmarking. It also provides operations services in the areas of
performance improvement, care model transformation, patient access, and revenue cycle optimization,
regulatory compliance, technology infrastructure and operations, and digital health. The company serves
academic medical centers, health systems, community hospitals, children’s hospitals, medical groups,
payors, and ambulatory surgery centers. [source AG Evaluation p23]
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Upon receipt of ECG’s opinion, RCCH recommended a number of updates to ECG’s valuation
model to reflect a more accurate reflection of fair market value.

The AG opinion made the following statement related to this recommendation:

“The parties to the transaction have identified alleged weaknesses in ECG’s analysis, asserting in
part that ECG should have utilized available financial data for 2018, should not have excluded
certain management fees from its analysis, should have acknowledged a risk to LHN’s continued
status as a Critical Care Hospital, and should have assumed a need for significant infrastructure
investment at the hospital in the future. Memorandum from RCCH Healthcare Partners and
Lourdes Health Network to John Bry, Janis Snoey, Nancy Tyson and Audrey Udashen (May 18,
2018). It is not evident to us that the dramatic gulf between ECG’s and Deloitte’s respective
valuation ranges can be entirely explained by the alleged weaknesses in ECG’s analysis, nor
would resolving these concerns address the fact that the applicant’s valuation relies on data that
is nearly three years old. However, the Department may wish to seek a response from ECG to
assist the Department in evaluating these assertions and determining whether variances
between the valuations can be reconciled or diminished.”” [emphasis added] [source AG Opinion
p26]

As a result of this, the department solicited ECG to update their valuation report using the factors
identified above. ECG’s updated report is attached as Appendix E of this evaluation.

These updates had a significant impact on the fair market value of LHN. With these updates, ECG
concluded the fair market value of the assets related to this transaction ranged from $21,000,000
and $24,000,000.

The department concurs with the analysis of the AG’s office, and relied on the updated fair market
valuation provided by ECG (the department’s consultant). With the updated fair market valuation,
this requirement is met. The department concludes this sub-criterion is met.

(f) If the acquisition is financed in part by the nonprofit corporation, that charitable funds will
not be placed at unreasonable risk

LHN is not financing any part of proposed acquisition. Therefore, this sub-criterion does not apply.
[source: AG Opinion p27]

(0) Any management contract under the acquisition is for fair market value

The applicant will not be entering into any management agreements. Therefore, this sub-criterion
does not apply. [source: AG Opinion p27]

(h) The proceeds from the acquisition will be controlled as charitable funds independently of
the acquiring person or parties to the acquisition, and will be used for charitable health purposes
consistent with the nonprofit corporation’s original purpose. Charitable health purposes
include providing health care to the disadvantaged, the uninsured, and the underinsured, and
providing benefits to promote improved health in the affected community
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The AG opinion analyzed whether the proceeds from the acquisition will be controlled as
charitable funds independently of the acquiring person or parties to the acquisition, and will be
used for charitable health purposes consistent with the nonprofit corporation’s original purpose.
Charitable health purposes include providing health care to the disadvantaged, the uninsured, and
the underinsured, and providing benefits to promote improved health in the affected community.
Their complete analysis can be found on pages 28 through 36 of their written opinion.

The AG concluded that meets all requirements under this section of statute, with the following
amendments to the application as conditions:

e Amendment of the Donation Agreement between LHN and the Catholic Foundation to
require the Catholic Foundation to hold the proceeds in trust and as permanently restricted
funds;

e Establishment of a reasonable process for interim partial transfers of the proceeds of the
transaction to the Catholic Foundation during the escrow period;

e Establishment of a process for reasonable review of payments from the escrow account to
assure that those payments are limited to appropriate liabilities anticipated by the APA,

e Resolution of discrepancies between the Application and the draft Donation Agreement,
including resolving the duration of escrow, the precise assets to be conveyed into escrow
(and concomitant obligations to be paid from escrow), the terms of the escrow, provisions
for interim investment of escrowed funds, and the treatment of post-closing adjustments,
all subject to Department of Health and Attorney General approval; and

e Vesting of authority in the Catholic Foundation to enforce any and all provisions of this
transaction governing charitable funds, including without limitation transfers into or out of
the escrow account.

The department concurs with the analysis and conclusions of the AG’s office including the
recommended conditions. With the applicant’s agreement to the conditions within the conclusions
section of this evaluation, the department concludes this sub-criterion is met.

() The charitable entity established to hold the proceeds of the acquisition will be broadly based
in, and representative of, the community where the hospital to be acquired is located, taking into
consideration the structure and governance of such entity

The AG opinion analyzed whether the charitable entity established to hold the proceeds of the
acquisition will be broadly based in, and representative of, the community where the hospital to
be acquired is located, taking into consideration the structure and governance of such entity. Their
complete analysis can be found on page 36 of their written opinion.

The AG concluded the applicant met this requirement with the following recommended condition:
e Establish a third distribution committee related to healthcare grants from the proceeds of

the transaction with membership including residents of both Benton and Franklin counties
and possessing the necessary subject matter expertise.
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The department concurs with the analysis and conclusions of the AG’s office including the
recommended condition. With the applicant’s agreement to the conditions within the conclusions
section of this evaluation, the department concludes this sub-criterion is met.

(1) If the hospital is subsequently sold to, acquired by, or merged with another entity that a right
of first refusal to repurchase the assets by a successor nonprofit corporation or foundation has
been retained.

The AG opinion analyzed whether the right of first refusal to repurchase the assets by a successor
nonprofit corporation or foundation has been retained if the hospital is subsequently sold to,
acquired by, or merged with another entity. Their complete analysis can be found on pages 36
and 37 of their written opinion.

The AG concluded the applicant met this requirement with the following recommended
conditions:

e Vesting of the right of first refusal with the Catholic Foundation, rather than Ascension;
and

e Establishment of a mechanism that requires Capella to provide adequate and timely notice
to the Catholic Foundation of any potential sale, acquisition, or merger involving the assets
so that it may exercise its right of first refusal.

The department concurs with the analysis and conclusions of the AG’s office. The department
concludes this sub-criterion is met.

B. WAC 246-312-050 (2)

Based on the source information reviewed, the department concludes that with the conditions
within the conclusions section of this evaluation, the applicant has met the criteria in WAC 246-
312-050(2).

(a) If the acquisition results in a reduction or elimination of particular health services, that
sufficient safequards are included to assure the affected community has continued access to
affordable care, and that alternative sources of care are available in the community

RCCHY/Capella states it is prepared to make a long-term commitment to the greater Tri-City area
and to each of the Hospitals’ medical staffs and employees, and to solidify each Hospital’s position
as the healthcare provider of choice in the respective service areas. RCCH/Capella has access to
sufficient capital to allow the Hospitals to maintain high quality care for their patients and to
continue to provide the quality healthcare services that Pasco, Kennewick, and the surrounding
communities have come to expect. [source: Application, pp 20]

Their CON application made the following statement related to this sub-criterion. [source: CN
Application 17-38 p11, CN Application 17-37 pp11-12]

“As outlined in the APA, Capella has agreed to:
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1. For a period of at least 10 years, implement reasonable policies for community benefit
programs that are generally consistent with the community benefit policies of LHN at the
time of acquisition. Capella has also assumed the same level of charity care in its pro forma
financials that Lourdes provided in 2016.

2. For a period of at least 10 years, continue to participate in Medicare and Medicaid
programs.

3. Implement reasonable policies for treatment of indigent patients that are generally
consistent with the charity care policies of LHN at the time of acquisition.

Capella is committed to providing services consistent with the level of services currently enjoyed
by service area residents. No elimination or reduction of services is anticipated with approval of
this project.”

In its evaluation of the CON applications, the department concluded a condition was necessary
regarding the above identified “essential” services. Prior to RCCH/Capella discontinuing any of
the “essential” services during the ten years identified in the APA, the condition requires
RCCH/Capella to submit an application requesting to modify that condition. [WAC 246-310-
570(1)(d)]

Based on the above analysis and if RCCH/Capella agrees to the condition above, the department
concludes this sub-criterion is met.

(b) Hospital privileges will not be revoked

Two of the stated objectives of the Board as they initiated their discernment process to identify a
purchaser was related directly to this sub-criterion:

e Preserving viability of staff retention and competitive wage and benefits

e Retaining strong physician and other clinical provider relationships

Once RCCHY/Capella was selected as the potential purchaser, the APA was unanimously approved
by the board “with no dissenting viewpoints.” Among other things, the APA guarantees that:

e “The transaction will not result in the revocation of hospital privileges for any physicians
on staff at either of the Facilities in good standing at the time of the closing of the proposed
transaction.” [source: Application p24]

Based on section 6.22 of the APA and other representations made in its application, the department
concludes this sub-criterion has been met.

(c) Sufficient safequards are included to maintain appropriate capacity for health science
research and health care provider education

The application makes the following statement related to this sub-criterion.

“Per LHN, the Facilities do not currently offer health science research and provider education.”
[source: Application p11]
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As such, this sub-criterion is not applicable.

(d) The parties to the acquisition are committed to providing health care to the disadvantaged,
the uninsured, and the underinsured and to providing benefits to promote improved health in
the affected community

RCCHY/Capella provided the following statement related to this sub-criterion:

“Pursuant to Section 6.21 of the APA, Capella has agreed to implement policies for the treatment
of indigent patients in a manner consistent with LHN’s charity care policies and practices in effect
before the Transaction. Also, Capella is required to provide the same general levels of charity
care as provided by LHN. Capella has committed to cause the Facilities to continue to provide
services to patients covered by Medicare and Medicaid programs for a period of at least ten (10)
years.

Furthermore, for a period of ten (10) years, Capella must implement reasonable policies for the
Facilities” community benefit programs consistent with LHN’s community benefit policies and
practices in effect immediately before the Transaction. Any material change to such policies will
be subject to the approval of the Local Board.”” [source: Application p12]

The Certificate of Need application for Lourdes Medical Center expanded upon this point:

“Lourdes operates with a nondiscrimination policy that will be adopted by Capella upon
acquisition. This nondiscrimination policy assures access to all low income and other underserved
groups. In addition, Lourdes operates with a Department of Health (Department) approved charity
care policy (included as Exhibit 7) that Capella also proposes to adopt. Historically, Lourdes has
provided charity care above the Department of Health’s regional average for the Central
Washington region. Capella assumed Lourdes 2016 level of charity care in its proforma
financials.” [source: CN Application 17-38 p13]

“Lourdes has provided health care services in Franklin County and has served Benton and
Franklin Counties since 1916. This history has resulted in well-established working relationships
with the other health care providers and community organizations. Lourdes has established
relationships with skilled nursing facilities (for referral of patients), home health and hospice
providers, and other acute and primary care providers. Each of these relationships will be
maintained under Capella.” [source: CN Application 17-38 p23]

To determine whether all residents of the service area would continue to have access to a hospital’s
proposed services, the department requires applicants to provide a copy of its current or proposed
admission policy, non-discrimination policy, charity care policy, and any other applicable policies.

In its evaluation of the CON applications, the department concluded this access criterion was met,
based on agreement to specific conditions.
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Based on the above analysis and with the applicant’s agreement to the related conditions within
CON evaluations, the department concludes this sub-criterion is met.

(e) Sufficient safequards are included to avoid conflict of interest in patient referral.

RCCHY/Capella provided the following information related to this sub criterion in their application:

“Capella operates each of its hospitals, and will do the same for the Facilities, with a compliance
program that includes a Code of Conduct which prohibits any conflicts of interest, requires all
employees to maintain impartial relationships with vendors and suppliers, and prohibits the
payment for referrals or the acceptance of payment for referrals to other entities. Specifically, the
Code of Conduct prohibits employees or their families from accepting any gifts (except those of
nominal value), special discounts or loans, excessive entertainment, or substantial favors from any
organization or individual that conducts business with the Facilities. The Code of Conduct also
requires that all agreements for the payment or receipt of money, goods, services, or anything of
value with physicians be in writing and comply with all federal and state laws including the Stark
provisions and the Anti-Kickback statute.

Further, Capella will include language prohibiting any employee from entering into side
agreements with physicians. All employees will be required to annually to sign an acknowledgment
indicating they have received a copy of the Code of Conduct, and that they have read and
understand it.

Further, no RCCH facility pays for referrals and none accept payment for referrals made to other
entities. All payments made to physicians or other entities are made pursuant to current written
agreements and are at fair market value for actual services performed. RCCH does not consider
the value or volume of referrals, or other business generated between the parties.”” [source:
Application p12]

To substantiate these claims, the department conducted research into RCCH/Capella’s practices
nationwide. This research did not result in any findings of non-compliance with Stark provisions
or the Anti-Kickback statute. The department did find that RCCH/Capella has policies in effect
in other states that reinforce the assertions above. This information and these statements are
sufficient for the department to determine this sub-criterion is met.

C. WAC 246-312-050(3)
Based on the source information reviewed, the department determines the applicant has met
criteria in WAC 246-312-050(3)

(3) The department may only approve an acquisition if it also determines that the acquisition
will not detrimentally affect the continued existence of accessible, affordable health care that is
responsive to the needs of the community where the hospital being acquired is located.

RCCHY/Capella provided the background information related to the sale of both Lourdes Medical
Center and Lourdes Counseling Center — referred to collectively as the “Facilities” throughout
their applications. The summary of this information provided by the applicant is below:
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“Per LHN, it completed a ministry positioning process in 2013 to identify a primary, long-term,
sustainable model of healthcare delivery for its future. The ministry positioning process, conducted
by the LHN Board of Directors (the “Board’), revealed that LHN’s sustainable role was being a
community provider of unique high-quality health services that were needed by the local
community. During the ministry positioning work, the Board identified the need for LHN to
develop a regional affiliation to expand its market presence, obtain scale and increase access to
care. With those goals in mind, the Board decided to enter into a Catholic-guided decision making
process, referred to as the discernment process, in order to determine what model of alignment
would best enable LHN to fulfill its mission and values. The Board initiated the discernment
process in September 2014.

Although LHN recognized many positive aspects of its affiliation with Ascension Healthcare, LHN
and Ascension Healthcare mutually decided that the goals of LHN, and the healthcare needs of
the community it served, would be better met by aligning the Facilities with a regional partner.
The Board reviewed and discussed the findings of the discernment process at its November 25,
2014 meeting and determined that an affiliation with a health system with a more regional
presence was desirable and in the best long term interest of the Facilities and the community.

Utilizing its national relationships, Ascension Healthcare retained, on behalf of LHN, Kaufman,
Hall & Associates (““Kaufman Hall”’) to serve as an advisor to identify potential acquirers for the
Facilities, and Bradley, Arant, Boult, Cummings, LLP to serve as legal advisor to LHN. Both firms
are experienced healthcare transaction advisors. Following the discernment process, Kaufman
Hall initiated a Request for Proposal (‘““RFP’’) process in which twenty-two (22) organizations
were contacted. These organizations included nonprofit, for-profit, and faith-based health systems.

Six (6) organizations elected to participate in the process and submitted initial proposals. The
Board evaluated the organizations taking into account a number of factors, including the proposed
purchase price for the assets, capital commitments, governance, employee matters, the
continuance of charity care and community benefit programs, medical staff matters and mission
preservation.

Ultimately, three (3) organizations were selected to continue in the process. LHN leadership
conducted discussions with each of the three (3) organizations. In addition, each of the three (3)
organizations conducted market and facility tours, and each made presentations to the Board for
consideration. Following the in person meetings and presentations to the Board, the Board
deliberated and selected Capella; in part because of its growing regional presence and its
alignment with LHN’s focus and vision. Shortly thereafter the terms and conditions of the proposed
Transaction were negotiated between the parties. A letter of intent was signed on June 12, 2015,
and several months later, the Board met to review the final draft of the APA. The parties signed
the APA on September 28, 2016.” [source: Application pp3-4]

Within their applications, RCCH/Capella has outlined their commitment to wholly adopt the

policies in effect at both Lourdes facilities, to make $18 million in capital expenditures over the
next five years, to continue to operate the facilities, to continue to maintain all employees and

Page 13 of 16



medical staff in good standing, to continue participation in the Medicare and Medicaid programs,
maintain current service lines, and to continue to have a local board of trustees.

On March 19, 2018, the department conducted two separate public hearings related to
RCCHY/Capella’s proposed purchase of the two hospitals. Both public hearings were well attended
by residents of the Benton and Franklin County communities and surrounding areas. The majority
of comments provided by those in attendance recognized the importance of the continued operation
of both facilities. Many comments received by the department focused on the $18 million
investment RCCH/Capella has committed to investing over the next five years. Public comment
demonstrated strong support for maintaining these two hospitals. [source: written and oral
comments provided by community members]

Within the Certificate of Need review, the department identified conditions related to the continued
operation of both hospitals, including their provision of essential services and participation in the
Medicare and Medicaid programs. Prior to receiving Certificates of Need, RCCH/Capella must
agree to these conditions.

The department reviewed the Ascension discernment process, the ECG valuation report, public
comments received, and the AG opinion. Based on this review the department concluded that the
conversion of Lourdes Medical Center and Lourdes Counseling from non-profit to for-profit will
likely not have a detrimental effect on the continued existence of accessible, affordable health care
for the residents of the Benton and Franklin County communities and surrounding areas.

Based on the above analysis and agreement to the conditions under the Certificate of Need review,
the department concludes this criterion is met.
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RegionalCare Hospital

Partners Holdings, Inc.

d/b/a RCCH Healthcare
Partners (DE) (TN)

Capella Health Holdings,
LLC

Capella Holdings, LLC
(DE)

Capella HealthCare,
LLC (DE)

Lourdes Holdings, LLC
)

Lourdes Hospital, LLC Lourdes Physician
(DE) Services, LLC (DE)

= LOUrdes Medical Center

Lourdes Counseling

Center
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The LHN board decided that it was in the best interest of LHN and was consistent with its
charitable purposes to enter into a letter of intent to sell its assets to Capella. Application at 9, 15.
On June 12, 2015, a letter of intent was entered which set forth that LHN would sell substantially
all of its assets to Capella and that an asset purchase agreement would be negotiated. 1d.

After significant negotiations and extensive due diligence into the appropriateness of its choice,
on September 26, 2016, the LHN board reviewed the final version of the APA. LHN Board
Minutes (Sept. 26, 2016). The LHN board determined that the sale to Capella was in the best
interest of LHN. Id.; Gallant Memorandum. The final APA satisfied the objectives set forth by
the LHN board during the selection process. Discernment Report at 12. The APA includes
provisions that enable LHN to make significant capital investments, continue to provide charity
care to low-income patients, preserve its Catholic identity, and continue its obligations to its
current employees. Asset Purchase Agreement.

For all of these reasons, we conclude that LHN’s board and officers were sufficiently informed
and fulfilled their fiduciary duties.

I. The board and officers used appropriate expert assistance.

Kaufman Hall, a management-consulting firm with expertise in healthcare transactions, and
Bradley, Arant, Boult, Cummings, LLP, a law firm that routinely advises healthcare providers in
transactional matters, assisted LHN through its selection of Capella and the negotiation of the
terms of its sale. Application at 10.

Kaufmann Hall was charged with preparing a written request for proposal that defined the
objectives of LHN and SJRMC with respect to a transaction; initiating a solicitation process;
receiving, reviewing, and evaluating proposals; engaging in preliminary negotiations with
potential partners; creating materials for LHN’s and SJRMC’s boards and leadership to compare
and contrast proposals received by various potential partners; coordinating site visits and
discussions between LHN and potential partners; and, assisting in the negotiation and finalization
of the APA between LHN and Capella. Application. Bradley, Arant, Boult, Cummings, LLP
provided legal advice throughout this process. Id.

We find that the LHN board and officers appropriately used the expert assistance of Kaufmann
Hall and Bradley, Arant, Boult, Cummings, LLP to consummate the transaction with Capella. We
accordingly conclude that the Application satisfies the third statutory criterion without any need
for modification.

Statutory Criterion 4. No conflict of interest exists related to the acquisition,
including, but not limited to, conflicts of interest related
to board members of, executives of, and experts
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retained by the nonprofit corporation, acquiring
person, or other parties to the acquisition.

RCW 70.45.070(4) provides that the department shall not approve an application unless the
department determines that “[n]o conflict of interest exists related to the acquisition, including, but
not limited to, conflicts of interest related to board members of, executives of, and experts retained
by the nonprofit corporation, acquiring person, or other parties to the acquisition.”

Each member of the LHN Board of Directors has executed an affidavit attesting to the absence
of any conflict of interest in the proposed acquisition. Application, Exhibit 2. In addition, at
the September 26, 2016 board meeting, after reviewing the final APA, the LHN board
determined that no conflicts of interest relating to the transaction existed. Application at 17;
LHN Board Minutes (Sept. 26, 2016). Further, neither Capella, LHN, nor Ascension have any
conflicts related to Kaufmann Hall.

There do not appear to exist any conflicts of interest relating to the proposed transaction among
board members, officers, key employees at the hospitals and experts retained by LHN and
Ascension, or any other party to the proposed transaction. Finally, no member of the public has
offered any evidence of any such conflicts. Thus, we conclude that there are no conflicts of
interest regarding the proposed acquisition that would warrant disapproval or modification of
the acquisition on that basis. We accordingly conclude that the Application satisfies the fourth
statutory criterion without need for modification.

Statutory Criterion 5. The nonprofit corporation will receive fair market value
for its assets.

RCW 70.45.070(5) provides in part that the department shall not approve a conversion application
unless “[t]he nonprofit corporation will receive fair market value for its assets.” RCW 70.45 does
not define “fair market value.” However, in other contexts this term has been defined to mean
“the amount of money which a purchaser willing, but not obliged, to buy the property would pay
an owner willing, but not obligated, to sell it, taking into consideration all uses to which the
property is adapted and might in reason be applied.” Donaldson v. Greenwood, 40 Wn.2d 238,
252, 242 P.2d 429 (1952). See also In re Estate of Eggert v. State, 82 Wn.2d 332, 335, 510 P.2d
645 (1973) (When determining fair market value “[a]ll factors and elements which might in reason
affect values must be taken into account); Rev. Rul. 59-60, 1959-1 C.B. 237 (federal estate and
gift tax regulations “define fair market value, in effect, as the price at which the property would
change hands between a willing buyer and a willing seller when the former is not under any
compulsion to buy and the latter is not under any compulsion to sell, both parties having reasonable
knowledge of relevant facts.”); American Institute of Certified Public Accountants (AICPA)
Statement on Standards for Valuation Services No. 1, Valuation of a Business, Business Ownership
Interest, Security, or Intangible Asset, (SSVS No. 1), Appendix B (defining “fair market value” to
mean “the price, expressed in terms of cash equivalents, at which property would change hands



ATTORNEY GENERAL OF WASHINGTON

Ms. Beth Harlow
June 4, 2018
Page 21

between a hypothetical willing and able buyer and a hypothetical willing and able seller, acting at
arm’s length in an open and unrestricted market, when neither is under compulsion to buy or sell
and when both have reasonable knowledge of the relevant facts.”).

There are well-established, widely-accepted methodologies for determining the value of nonprofit
hospital assets. Specifically, the income, market and cost approaches are most frequently deployed
in conducting nonprofit hospital valuations. See, e.g., U.S. General Accounting Office, Not-For-
Profit Hospitals: Conversion Issues Prompt Increased State Oversight (GAO/HEHS-98-24
Dec. 1997) at 9 (The IRS and valuation consultants cite the income, market, and cost approaches
as generally accepted methods for valuing hospital assets); James J. Fishman, Checkpoints on the
Conversion Highway: Some Trouble Spots in the Conversion of Nonprofit Health Care
Organizations to For-Profit Status, 23 J. Corp. L. 701, 719 (1998) (in health care transactions
valuation methodologies which have been traditionally utilized are replacement cost or asset
valuation, market comparison, and discounted cash flow analysis); James R. Schwartz and
H. Chester Horn, Jr., Health Care Alliances and Conversions—A Handbook for Nonprofit Trustees
(1999) at 67 (valuation methodologies for use in connection with the sale of nonprofit hospitals
generally include discounted cash flow method, comparable companies method, and similar-
transaction method; discounted cash flow method being “the method that most valuation experts
believe is the most reliable in establishing value”); Gerald F. Kominski, Valuation of Non-Profit
Conversion—Techniques for Determining the Value of Health Care Organizations Converting to
For-Profit Status, UCLA Center for Health Policy Research (January 2001) (generally used
approaches to valuing nonprofit health care organizations are asset-based analyses, comparable
market analyses, and income or cash flow analyses). See also AICPA SSVS No. 1 (three most
common valuation approaches are “Income (income-based),” “Asset (asset-based),” and “Market
(market-based)” approaches).®

As noted above, Capella agreed to pay $21,000,000 to purchase substantially all of LHN’s assets,
subject to certain adjustments for normalized working capital and indebtedness and capital lease
liabilities assumed by Capella. Asset Purchase Agreement at 82.3. With that backdrop, we turn to
a discussion of the valuation of LHN assets.

8 Schwartz and Horn, Jr. summarize the income and market comparison methodologies as follows: The
discounted cash flow approach “seeks to project future earnings over the near to mid-term by using past earnings,
future management projections, or both as a guide. The experts then apply appropriate discount rates and calculate
the present value of the projected income stream. An appropriate industry multiple is then applied to that income
stream (discounted cash flow) and the result is an estimated value for the hospital.” Health Care Alliances and
Conversions—A Handbook for Nonprofit Trustees, at 67. The similar-transaction (market) approach “attempt[s] to
find sales of similar stand-alone hospitals. Appropriate adjustments are then made for size, asset base, profitability,
market anomalies, locale, and other relevant factors, and an estimate of value is then reached.” Id. at 69.
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a. The Seller’s VValuation Analysis

RCW 70.45.030(2) requires that applications for acquisitions of nonprofit hospitals include, in
part, “a financial and economic analysis and report from an independent expert or consultant of
the effect of the acquisition under the criteria in RCW 70.45.070.” Ascension’s Application
initially did not include such a report. However, following communications between the
Department and Ascension, on November 13, 2017, Ascension submitted to the Department a
report from Deloitte Transactions and Business Analytics LLP (Deloitte).® Letter from Howard
Wall to Janis Sigman (Nov. 13, 2017), Attachment 3 (Ascension—Analysis of the Fair Market
Value of the Invested Capital of Lourdes Health Networks as of June 12, 2015) (Deloitte Report).

Deloitte summarized its valuation process as follows:

We considered and evaluated each of the three traditional approaches to
value: the income approach, the market approach, and the asset approach.
We relied on the income and market approaches to value because we believe
(1) the income and market approaches were appropriate for the Valuation
analysis, and (2) sufficient information was available for their use. We did
not rely upon the asset approach, we did not consider it to be applicable to
the analysis.*°

Deloitte Report at 7.

Based on its analyses, Deloitte expressed the opinion that “the fair market value of the invested
capital of [LHN] on a controlling®! basis as of June 12, 2015, is reasonably estimated as follows:

® Deloitte operates as a subsidiary of Deloitte LLP. Deloitte LLP through its subsidiaries provides audit, tax,
consulting, and financial advisory services. The firm’s subsidiaries include Deloitte & Touche LLP, Deloitte
Consulting LLP, Deloitte Financial Advisory Services LLP, and Deloitte Tax LLP. Deloitte LLP, formerly known as
Deloitte & Touche USA LLP, was founded in 1995 and is based in New York, New York. Deloitte LLP operates as
a subsidiary of Deloitte Touche Tohmatsu. Bloomberg([May 24], 2018), accessible at:
https://www.bloomberg.com/research/stocks/private/snapshot.asp?privcapld=12736281.

10 More detailed discussions of Deloitte Advisory’s valuation analysis are contained in the addenda to the
Deloitte Report.

11As explained in Deloitte Report, “[a] control basis reflects the value of an interest in a business having the
power to direct the management and policies of that enterprise.” Deloitte Report at 2.
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Fair Market Value ($000°s)

Valuation Method Weight Low High

Unadjusted BEV12
Discounted Cash Flow Analysis 75.0% | $16,900 $23,700
Guideline Public Comparable Analysis | 0.0% 23,000 27,600
Guideline Transactions Analysis 25.0% | 22,100 27,600
Indicated Range of Unadjusted BEV, $18,200 $24,700
Marketable Basis (Rounded)
Plus: Excess/(deficient) working capital (534) (534)
Adjusted BEV $17,666 $24,166
Fair Market Value of Invested Capital $17,700 $24,200
(Rounded)

Id.

b. The Department’s Valuation Analysis

RCW 70.45.070(5) provides that in determining whether the nonprofit will receive fair market
value for its assets, “[t]he attorney general or the department may employ, at the expense of the
acquiring person, reasonably necessary expert assistance in making this determination.” Pursuant
to this provision, the Department issued a request for proposals for a consulting expert contract
and executed a contract with ECG Management Consultants.'® The contract with ECG required it
in part to “conduct an initial review of the valuation approach and assumptions included in the
original FMV opinion rendered by Deloitte. ECG will then prepare an updated, consolidated FMV
range for the Lourdes Health Network facilities based on current financial performance.” DOH
Contract PRV22771-0, Exhibit A (Statement of Work).

12 “BEV” refers to LHN’s business enterprise value.

13 ECG Management Consultants provides healthcare management consulting services. The company offers
strategy services in the areas of enterprise strategy, facility and capital asset planning, service line strategy, physician
strategy and alignment, health reform and accountable care organization strategy, transactions and affiliations,
organizational design, and development, and finance services in the categories of business and financial advisory
services, payor contracting and reimbursement, provider compensation planning, valuation services, and industry
benchmarking. It also provides operations services in the areas of performance improvement, care model
transformation, patient access, and revenue cycle optimization, regulatory compliance, technology infrastructure and
operations, and digital health. The company serves academic medical centers, health systems, community hospitals,
children’s hospitals, medical groups, payors, and ambulatory surgery centers. ECG Management Consultants, Inc.
was founded in 1973 and is headquartered in Seattle, Washington. Bloomberg ([May 24], 2018), accessible at:
https://www.bloomberg.com/research/stocks/private/snapshot.asp?privcapld=11311527.
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On May 18, 2018, ECG provided to the Department an appraisal review report of the Deloitte
Report (Appraisal Review Report). The Fair Market Value of Lourdes Health Network—
Concerning Business Appraisal Report Prepared by Deloitte as of November 10, 2017—Appraisal
Review Report (As of May 10, 2018) (Appraisal Review Report). ECG also provided initial
exhibits reflecting its own fair market valuation of LHN on May 18, 2018, which it provided in
final form on May 31, 2018, to accompany its valuation opinion letter. (ECG Valuation). In its
review of the Deloitte Report, ECG identified the following deficiencies, among others:

a) Selection of inappropriate valuation date.

b) Weaknesses in the relevance* assigned to certain methodologies.

c) Reliance on past projected cash flows instead of recent actual data.

d) Internal inconsistency in developing a discount rate for discounting cash flows
and weighted cost of capital.

e) Methodological weaknesses in the application of the guideline transaction method
of the market approach for determining unadjusted business enterprise value.

Appraisal Review Report at 2-5.

In concluding its review of the Deloitte Report, ECG opined that “[T]he opinion presented by
Deloitte . . . has deficiencies that weaken the credibility of its conclusions. Based solely on the
information provided in the report, it is not reliable. However, it is possible that Deloitte could
provide additional support from its work papers to correct the deficiencies observed.” Id. at 2.

ECG in turn developed its own fair market valuation of LHN’s assets. ECG’s valuation relied
solely on the income (discounted cash flow) approach “given this represents the estimated future
cash flow of the business.” ECG Valuation, Exhibit I-A n. 4. Based on its analysis, ECG
concluded that the fair market value of LHN as of May 10, 2018, was between $35,200,000 and
$38,200,000%° Id.

C. Timing of Fair Market Value

RCW 70.45 does not expressly address the question whether fair market value is to be determined
as of the time the Department considers the application, or at some earlier time such as when the
parties sign an asset purchase agreement. The legislative history associated with RCW 70.45
provides no further insight. See Final Bill Report SSB 5227 (1997). However, RCW 70.45.070(5)
provides that the Department shall not approve a proposed acquisition “unless [t]he nonprofit

14 Relevance “[r]efers to the specific relationship of an appraiser’s analytical nexus to a particular appraisal
standard, method, or procedure forming a supportive and probative basis of the opinion of value offered by the
appraiser.” Appraisal Review Report at 1.

15 Although ECG ultimately did not rely on the market approach to valuing LHN, its application of the
guideline transaction method and guideline public company method resulted in business enterprise values of
$46,018,000 and $38,768,000 respectively. ECG Valuation, Exhibits IV-A, V-A.
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corporation will receive fair market value for its assets” (emphasis added). RCW 70.45.070(5) is
written in the future tense, requiring the Department to determine if the nonprofit corporation “will
receive” fair market value for its assets, not whether it would have received fair market value had
the proposed purchase price been paid at some time in the past.

Traditional canons of statutory construction call for all words in a statute to be given full effect.
Overlake Hosp. Ass'n v. Dep't of Health, 170 Wn.2d 43, 52, 239 P.3d 1095 (2010) (“If a statute’s
meaning or a rule’s meaning is plain and unambiguous on its face, then we give effect to that plain
meaning.); Rivard v. State, 168 Wn.2d 775, 783, 231 P.3d 186 (2010) (“Statutes must be construed
to give effect to all language, so as to render no portion meaningless or superfluous.”). We must
consider the legislature’s decision to use the phrase “will receive” in order to give meaning to all
language in RCW 70.45.070(5). The use of this phrase directs the Department’s assessment of
fair market value to the time the nonprofit corporation actually receives compensation for its assets.
Because the Department’s review of a conversion application is the closest practical point in time
before the sale of the nonprofit’s assets at which fair market value can be assessed, we conclude
that the valuation of LHN’s assets at the time of the Department’s review gives effect to all of the
language of RCW 70.45.070(5).

This interpretation also comports with the stated purpose of RCW 70.45.070 — to ensure that the
parties to a nonprofit conversion “have taken the proper steps to safeguard the value of charitable
assets . . .” RCW 70.45.070. Statutory terms are to be interpreted consistently with a statute’s
underlying policy objectives. Safeco Ins. Cos. v. Meyering, 102 Wn.2d 385, 392, 687 P.2d 195
(1984) (The paramount concern of statutory construction is to ensure that the regulation is
interpreted in a manner that is consistent with the underlying policy of the statute.); Overlake Hosp.
Ass'n v. Dep't of Health, 170 Wn.2d 43, 52, 239 P.3d 1095 (2010). (Courts read a regulatory term
within the context of the regulatory and statutory scheme as a whole, not in isolation.). The value
of a nonprofit’s assets is most effectively preserved by assessing this value at the time of the asset’s
sale, when the assets are converted from nonprofit to for-profit status. The public loses access to
the benefits provided by the charitable assets at the time of their conversion, not the time of the
negotiation of their sale. Therefore, to ensure that the public interest is appropriately compensated
for its loss of access to these benefits, we conclude that the Department should measure the value
of the nonprofit’s assets as close as is practicable to time of their sale.

As discussed at pages 10-19, supra, the LHN board engaged Kaufman Hall to assist it in
identifying potential purchasers of substantially all of LHN’s assets. Kauffman Hall administered
a request for proposal process in 2015 in which it contacted twenty-two potential purchasers,
including nonprofit, for-profit and faith based health systems, six of which submitted proposals.
Capella’s offer of $21,000,000% for the purchase of the LHN assets, which represented the highest
purchase price of all offers received, was the result of this process. The LHN Board’s utilization

16 Subject to a Net Working Capital adjustment and a reduction for any indebtedness or capital lease liabilities
assumed by Capella. APA, §2.3.
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of this process and Capella’s offer resulting from it provides evidence to support the conclusion
that the Board may have received fair market value for the LHN assets had the transaction closed
in 2015. See Steven R. Hollis, Strategic and Economic Factors in the Hospital Conversion
Process (Health Affairs — March/April 1997) at 140 (Where assets offered to wide range of
potential buyers and multiple independent offers received, market “speaks for itself” and board of
nonprofit has “real-world data to determine actual value.”); U.S. General Accounting Office, Not-
for-Profit Hospitals: Conversion Issues Prompt Increased State Oversight (GAO/HEHS-98-24
Dec. 1997) at 12 (“According to the IRS, sellers can more accurately determine the fair market
value of their hospitals by soliciting competitive bids though an RFP, which opens bidding to the
public.”); Appraisal Review Report at 3 (“[P]rojected cash flows relied upon by Deloitte for 2015,
2016, and partial year 2017 . . . may have represented reasonable expectations for the future as of
June 12, 2015.”).

As explained above, we interpret RCW 70.45.070(5) to require nonprofit corporations to receive
fair market value based on current conditions in order for the Department to approve a transaction
under RCW 70.45. In addition to the statutory basis for considering the current value of LHN’s
assets, practical considerations militate in favor of valuation based on current conditions. Both
ECG and Deloitte used “income” or “discounted cash flow” methods of valuation of LHN’s assets,
which measure the estimated future cash flow of LHN. As explained in the Appraisal Review
Report, the use of outdated financial data in determining future cash flows is atypical and weakens
the credibility of the resulting analysis. See id. at 3 (“Typically, the most recent financial data is
relied upon” in projecting cash flows.). Further, if the legislature intended any request for proposal
process (or an applicant’s own fair market value report) to be dispositive of the fair market value
of the assets at issue, there would have been no reason for the legislature to have provided for the
Department or Attorney General to employ a valuation expert under RCW 70.45.070(5). In this
case, reference to recent financial data results in a materially higher conclusion of value than the
amount Capella was willing to pay for LHN’s assets in 2015 and that which is indicated in the
June 15, 2015, Deloitte Advisory valuation. Appraisal Review Report at 3-4.

The parties to the transaction have identified alleged weaknesses in ECG’s analysis, asserting in
part that ECG should have utilized available financial data for 2018, should not have excluded
certain management fees from its analysis, should have acknowledged a risk to LHN’s continued
status as a Critical Care Hospital, and should have assumed a need for significant infrastructure
investment at the hospital in the future. Memorandum from RCCH Healthcare Partners and
Lourdes Health Network to John Bry, Janis Snoey, Nancy Tyson and Audrey Udashen (May 18,
2018). It is not evident to us that the dramatic gulf between ECG’s and Deloitte’s respective
valuation ranges can be entirely explained by the alleged weaknesses in ECG’s analysis, nor would
resolving these concerns address the fact that the applicant’s valuation relies on data that is nearly
three years old. However, the Department may wish to seek a response from ECG to assist the
Department in evaluating these assertions and determining whether variances between the
valuations can be reconciled or diminished
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To summarize, utilizing actual cash flow data through 2017, ECG concluded that LHN’s fair
market value as of May 10, 2018 was $35,200,000-$38,200,000. We conclude that ECG’s
valuation is more reliable than Deloitte’s because ECG relied upon current data reflective of actual
performance, where Deloitte relied on older data regarding projected cash flows in order to arrive
at a valuation as of June 12, 2015. In addition, ECG identified methodological weaknesses in
Deloitte’s valuation, including inconsistencies and weaknesses in developing a discount rate for
discounting cash flows and weighted cost of capital, and the application of the guideline
transaction method of the market approach for determining unadjusted business enterprise value.
For these and the other reasons discussed above, we cannot conclude that the sale of LHN’s assets
for $21,000,000 as contemplated in the APA would result in LHN receiving fair market value for
those assets. For these reasons, we conclude that the Application does not satisfy the fifth statutory
criterion.

Statutory Criterion 6. Charitable funds will not be placed at unreasonable
risk, if the acquisition is financed in part by the
nonprofit corporation.

RCW 70.45.070(6) effectively conditions the Department’s approval of an acquisition upon its
determination that “[c]haritable funds will not be placed at unreasonable risk, if the acquisition is
financed in part by the nonprofit corporation”. This criterion is not at issue in this transaction
because LHN is not financing any part of the acquisition. Application at 9.

We accordingly conclude that the Application satisfies the sixth statutory criterion without any
need for modification.

Statutory Criterion 7. Any management contract under the acquisition will be
for fair market value.

RCW 70.45.070(7) addresses the situation in which the buyer and the seller have a contract for
one to provide management services to the other. If the nonprofit either performs services for
which fair market value is not received, or purchases services for a price that exceeds fair market
value, then the net purchase price to the seller for the sale of the nonprofit assets effectively might
be lower than it should be. This criterion is not at issue in this proposed acquisition because it
does not involve a management contract. RCW 70.45.070(7). Application at 9. If a management
contract is to be entered into, it will have to be reviewed by this Office.

Statutory Criterion 8. The proceeds from the acquisition must be controlled as
charitable funds independently of the acquiring person
or parties to the acquisition, and must be used for
charitable health purposes consistent with the nonprofit
corporation’s original purpose, including providing
health care to the disadvantaged, the uninsured, and the
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underinsured and providing benefits to promote
improved health in the affected community.

The eighth criterion requires that “[T]he proceeds from the acquisition will be controlled as
charitable funds independently of the acquiring person or parties to the acquisition, and will be
used for charitable health purposes consistent with the nonprofit corporation’s original purpose,
including providing health care to the disadvantaged, the uninsured, and the underinsured and
providing benefits to promote improved health in the affected community[.]” RCW 70.45.070(8).
This criterion has several elements: (a) the control of the proceeds as charitable funds; (b) the
independence of the entity holding the charitable funds from the acquiring person or parties to the
acquisition; and (c) the dedication of the funds to charitable health purposes. After first
summarizing the transaction as it relates to charitable assets, we consider each of these elements
in turn.

a. Summary of proposal for charitable assets

i. Transfer of Net Proceeds to Catholic Foundation of Eastern
Washington.

The Application provides that the net proceeds of the transaction will be contributed to the Diocese
of Spokane for the original charitable purposes for which LHN was formed. Application at4. The
plan for making this distribution involves two steps. At closing, certain of the net proceeds will
be distributed into an escrow account,*’ during which time certain claims can be paid from the
proceeds. At the end of the escrow period, the remaining funds will be distributed to the Diocese.

The financial transactions to take place at and after closing enlighten this arrangement. The
purchase price for LHN is $21 million. Asset Purchase Agreement at 11. At closing, Capella is
obligated to pay to LHN the full purchase price, subject to certain adjustments. Id. at 19. The
price is reduced, first, by “the amount set forth on the Closing Statement with respect to any
indebtedness or capital lease liabilities assumed by” Capella. 1d. The APA then provides for other
adjustments to the purchase price, both before and after closing. 1d. Before closing, the purchase
price will be either decreased or increased based upon the difference between a working capital
statement prepared for closing and a target working capital statement. 1d. The purchase price is
adjusted again based upon a further working capital statement prepared by Capella within 90 days
of closing, calculating LHN’s working capital as of closing. 1d. Depending on that calculation,
either LHN refunds money to Capella or Capella pays additional funds to LHN. Asset Purchase

17 The Application does not provide details regarding the escrow account, but describes it as one to be
established “pursuant to an arrangement acceptable to the Department of Health and the Attorney General.”
Application at 21. To ensure protection of the charitable assets, the Department’s approval of this Application should
be conditioned upon finalizing the escrow plans and agreement before closing.
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Agreement at 20. The purchase price will be further adjusted based upon other defined factors,
including the value of joint venture interests and taxes. Id.

Further, Capella assumes some, but not all, of LHN’s existing financial liabilities at closing. Asset
Purchase Agreement at 16-19. A long list of liabilities are excluded from the transaction, meaning
that they remain LHN’s responsibility. Asset Purchase Agreement at 17-19. Examples include
any claims or potential claims for malpractice or general liabilities arising before closing, liabilities
arising out of excluded assets, and certain liabilities relating to employees. Id.

The temporary transfer into escrow is designed to provide time to resolve certain of LHN’s
obligations and debts that Capella does not assume under the APA, and which cannot be
immediately quantified or which are not immediately due. LHN remains obligated for such
liabilities, and must pay them “in due course in accordance with their terms.” Asset Purchase
Agreement at 17.

The Application therefore explains that at closing “the net proceeds remaining after closing
adjustments, payment of expenses, and repayment of any debt not assumed by Capella under the
APA will be deposited into an escrow account.” Application at 9. Any “indemnification claims”
will be paid from the proceeds in the escrow account during its duration.’® 1d. The “remaining
net proceeds will be contributed to the Diocese” at the end of escrow period. 1d.°

The materials submitted to us are inconsistent with regard to the duration of the escrow period.
The Application itself says that the net proceeds of the transaction will be held in escrow for three
years following closing, before being conveyed to the Diocese. Application at 9. Capella later
provided, in response to a question from the Department, a draft Donation Agreement by which
the net proceeds are to be conveyed to the Diocese, in the form of a transfer to the Catholic
Foundation. Draft Donation Agreement. The draft Donation Agreement provides for a seven-year
escrow period. Id. The Applicant has explained to us that the longer, seven-year escrow period is
now anticipated.

18 The APA obligates LHN to indemnify Capella as set forth in the Agreement. Asset Purchase Agreement
at 69-73.

19 The application materials appear to contain two widely divergent estimates of the amount of money that
might be transferred from escrow to charity. The Application estimates the amount as “between $1,500,000 and
$2,000,000.” Application at 21. The pro forma balance sheet provided in response to a question from the Department
estimates the amount as $6,345,394. Pro Forma Balance Sheet. We are informally advised that the latter number is
more likely to be close, but in both cases the dollar figure is an estimate. The final value for the net proceeds could
also change, of course, depending on resolution over concerns about fair market value discussed with regard to
criterion number 5, above, as well. Ongoing transparency is important in this regard, both for the public and for the
Diocese.
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The draft Donation Agreement provides for transfer of the net proceeds from the escrow account
to the Catholic Foundation.?® The Catholic Foundation is an existing entity, incorporated in 1981
to carry out religious, educational, and other charitable purposes of the Diocese. Letter from
Howard Wall to Janis Sigman (Aug. 23, 2017), Attachment 5 at 3. A board of directors governs
the Catholic Foundation and is ultimately responsible to the Bishop of Spokane. Id. at 5.
According to its bylaws, the Catholic Foundation currently administers funds and makes grants for
religious education and community outreach. Id., Attachment 6 at 8.

ii. Retention of the Existing Lourdes Foundation

An existing foundation established to support the charitable mission of LHN is excluded from the
proposed transaction, but nonetheless raises concerns about the preservation of charitable assets.
The Lourdes Foundation held over $2 million in assets invested to support the current mission of
LHN as of 2015.2* The Lourdes Foundation page on LHN’s website describes its mission:??

Lourdes Foundation was formed in January 1993 as a means to provide financial
resources to strengthen the Mission of Lourdes. Each year we focus on projects
that call us to our mission.

... To support the Mission of our hospital and the values of the Sisters of St.
Joseph of Carondelet

... To strengthen the visibility of the hospital’s Mission within our community

... To broaden the base of friends of Lourdes

... To provide financial resources to strengthen the Mission of our healthcare
services

The Department posed a question during the screening process regarding the future of the Lourdes
Foundation. The applicant responded as follows:

Any interest in, and all the assets of the Lourdes Foundation were excluded from
this transaction. Please refer to Section 2.1(b)(xi) of the Asset Purchase
Agreement which lists the Lourdes Foundation as an excluded asset. Therefore
the Lourdes Foundation and all of its funds shall remain separate and independent
from Capella.

Letter from Janis Sigman to Howard Wall (Aug. 23, 2017) at 6.2

20 The materials supporting the Application refer to the Catholic Foundation of Eastern Washington as simply
“the Foundation.” We call it the “Catholic Foundation” in order to distinguish it from the Lourdes Foundation,
discussed below.

2L |ourdes Foundation’s Form 990 Informational Tax Return for 2015, obtained online from Guidestar.org.

22 The quoted passage is online at: https://www.yourlourdes.com/foundation/.

2 This point may explain why the Application asserts that “LHN does not have any restricted gifts or bequests
in excess of $10,000.” Application at 13. The exclusion of the Lourdes Foundation from the transaction would
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b. Application of the Three Requirements of RCW 70.45.070(8)

I. The proceeds from the acquisition will be controlled as
charitable funds.

1. The Catholic Foundation

With this understanding of the proposal for the use of the proceeds of the transaction, we consider
whether the proposal satisfies RCW 70.45.070(8). We conclude that the proposal would satisfy
this provision if certain conditions are satisfied.

The first requirement of RCW 70.45.070(8) is that the “proceeds from the acquisition [must] be
controlled as charitable funds.” Id. The draft Donation Agreement calls for the transfer of the net
proceeds of the transaction to the Catholic Foundation following the expiration of the escrow
period. Draft Donation Agreement. These assets are “to be used by the Foundation to further the
original charitable health purposes for which [LHN] was formed and to benefit the Community
historically served by [LHN].” 1d. The Draft Agreement defines the “Community” as Benton and
Franklin Counties, which comports with LHN’s historical service area. Id. The draft Donation
Agreement further limits the use of the charitable funds to:

a) Provide healthcare to the disadvantaged, uninsured and underinsured in the
Community;

b) Promote improved health and healthcare in the Community; and

c) Promote the charitable health purposes for which [LHN] was formed as more
described in the Restated Articles of Incorporation of [LHN].”

Id. at 152,

We are comfortable that the draft Donation Agreement would thus commit the net proceeds for
charitable use. Several features of the Application nonetheless give us pause and suggest that the
Department should condition its approval of the transaction. These items might suggest less than
a full and robust dedication of the assets to the described charitable use unless they are changed.

Our first concern relates to the characterization of the capacity in which the Catholic Foundation
will hold the proceeds of the transaction. The draft Donation Agreement provides, “[t]he parties?*
agree that the monies given to establish the Gift shall be maintained and invested in an account
owned by the [Catholic] Foundation.” Draft Donation Agreement (footnote added). Further, the

presumably preclude identifying any assets of the Lourdes Foundation as assets subject to this transaction. We have
not been informed as to whether the Lourdes Foundation has any such restricted gifts or bequests.
24 The parties to the Donation Agreement are LHN and the Catholic Foundation. Draft Donation Agreement.
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pro forma balance sheet provided to show the assets the Catholic Foundation may receive describes
those assets as “temporarily restricted.” Pro Forma Balance Sheet.

We read RCW 70.45.070(8) to require a robust dedication of the proceeds of the transaction to
specified charitable uses. We therefore recommend that the Department’s approval of the
transaction be conditioned upon amending the draft Donation Agreement to provide, “[th]e parties
agree that the monies given to establish the Gift shall be maintained and invested in trust in an
account ((ewned-by)) of the [Catholic] Foundation” (language altered to emphasize that the
Catholic Foundation will hold the assets in trust, as not in outright ownership).® We also
recommend that the Department condition its approval of the transaction upon an alteration in the
pro forma balance sheet to indicate that the Catholic Foundation will receive the proceeds of the
transaction as permanently restricted funds.

We have several concerns regarding the escrow account that will hold the proceeds of the
transaction for an extended period of time before the funds are conveyed to the Catholic
Foundation. These concerns include:

e A need for clarity as to what funds will be deposited into the escrow account;

¢ Who will manage the escrow account, and what principles that entity will apply to
investing funds held in escrow and paying funds out of escrow;

e The anticipated length of time funds will be held in escrow, and

e Will funds be paid out of escrow and to the Catholic Foundation when those funds
will not reasonably be needed to pay anticipated expenses.

The Application and the draft Donation Agreement seem to reflect different assumptions about
what funds will be deposited into the escrow account. The Application appears to indicate that the
escrow account will not receive funds needed for LHN to repay “any debt not assumed by Capella
under the APA.” Application at 9. This seems to suggest an approach under which LHN retains
funds needed to satisfy certain excluded debts. Elsewhere the Application provides that
“[c]oncurrent with the Transaction’s closing, LHN will use a portion of the purchase price to
defease all of its outstanding debt and pay or otherwise insure or reserve for other of its liabilities
that Capella is not assuming as part of the Transaction.” Id. at 21. This approach does not provide
for the treatment of existing liabilities that cannot be quantified at closing. Asset Purchase
Agreement at 17.

The draft Donation Agreement, in contrast, describes the assets conveyed to the Diocese as
consisting of “the net proceeds from the Transaction remaining after closing adjustments, payment
of expenses, and repayment of any debt not assumed by” Capella. Draft Donation Agreement.
This assumes that funds used by LHN to pay excluded liabilities were deposited into escrow in the

25 We would not, however, object if the Catholic Foundation comingles the funds for investment purposes
with its other funds, so long as these funds are accounted for separately.
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first place. We understand that the parties intend the latter approach, but the matter should be
clarified before closing.

The Application does not describe the escrow account, except to say that it will be established
subject to the approval of the Department and the Attorney General. Application at 21. This
leaves a number of questions unanswered, including who will hold the escrow account, what fees
that entity may collect, and what principles and procedures will govern the payment of funds out
of the escrow account. The Application also does not specify the principles governing the
investment of escrowed funds or the disposition of investment earnings. We recommend that the
Department condition its approval of this transaction upon the resolution of these matters,
including the express provision that investment earnings on escrowed funds will remain in the
escrow account for eventual transfer to the Catholic Foundation. We also recommend that the
Department’s approval be conditioned on requiring that all transfers out of escrow be timely
reported to the Catholic Foundation, with an opportunity for the Catholic Foundation to review
those transfers to assure that they are for proper purposes under the APA, and to require repayment
if the transfers of the funds should instead have inured to the benefit of the Catholic Foundation’s
charitable purposes.

As described above, the Application is inconsistent with regard to the anticipated length of time
the proceeds of the transaction will be held in escrow. We understand that parties currently
anticipate a seven-year escrow. The Application offers no basis for a delay of seven years before
conveying any portion of the proceeds of the sale to the Catholic Foundation, and this length of
time seems excessive. We recognize that some of the potential liabilities to be paid out of escrow
cannot be quantified in advance, but it also seems reasonable that the extent of unquantified
potential liabilities will diminish over that seven-year time period. It also seems reasonable to
speculate that some liabilities might be covered by insurance in any event, such as potential
medical malpractice claims arising before closing. We therefore recommend that the Department’s
approval of this transaction be conditioned on the establishment of a reasonable process for interim
partial transfers of proceeds of the transaction to the Catholic Foundation during the escrow period.

We also note that neither the Application nor the draft Donation Agreement specify the treatment
of post-closing adjustments to the purchase price. As noted above, the purchase price may be
adjusted either upward or downward 90 days after closing based on final determination of LHN’s
working capital at the time of closing. Asset Purchase Agreement at 20. We understand that the
parties envision paying any adjustment into, or from, the escrow account, and the draft Donation
Agreement seems to assume as much. Draft Donation Agreement (referring to the net proceeds
“after all purchase price adjustments have been made and fully settled.” (emphasis added)).

We recommend that the Department condition its approval of these transactions upon the
resolution of these discrepancies between the Application and the draft Donation Agreement. This
includes resolving the duration of escrow, the precise assets to be conveyed into escrow (and
concomitant obligations to be paid from escrow), and the treatment of post-closing adjustments.
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Finally, we observe that neither the APA nor the Donation Agreement assign to the Catholic
Foundation any authority to enforce Capella’s post-closing commitments under the APA. Draft
Donation Agreement; Asset Purchase Agreement. As currently written, the APA provides no
entity with the authority to enforce its terms against Capella after the transaction closes and LHN
no longer operates the facilities. For purposes of this criterion, the statute directs that we advise
the Department as to whether “the proceeds of the acquisition will be controlled as charitable
funds.” RCW 70.45.070(8). We cannot advise that this will occur unless the Agreement contains
a mechanism for enforcing the buyer’s obligations to transmit the proceeds of the sale to the
Catholic Foundation in accordance with the specifications of the APA. The Catholic Foundation
would be well positioned to assume this role as the recipient of the charitable funds and as the
successor to LHN’s charitable mission. We therefore recommend that approval of this transaction
be conditioned upon the parties assigning to the Catholic Foundation the authority to enforce
Capella’s obligations under the APA for the benefit of the community, and to authorize them to
do so using proceeds of the transaction if necessary.

This should include vesting authority in the Catholic Foundation to enforce the terms of this
Agreement governing the proceeds of the sale, including without limitation transfers into or out of
the escrow account. This provision would augment the statutory authority of the Attorney General
to enforce the Agreement in certain respects. See RCW 70.45.110.

2. Lourdes Foundation

We would like further information regarding the treatment of the existing Lourdes Foundation. As
described above, the Lourdes Foundation is an existing organization, established to support LHN’s
charitable mission. The assets of the Lourdes Foundation are excluded from this transaction, and
therefore the proper legal treatment of those assets are not at issue in considering this transaction.
We do not recommend conditioning approval of this transaction on any concerns regarding the
Lourdes Foundation, but we take this opportunity to advise all concerned that our office will
require a report on the disposition and continued operation—if any—of the Lourdes Foundation
pursuant to our independent powers. The Attorney General has broad authority under Washington
law to enforce the terms of charitable trusts in the interests of the public beneficiaries of those
trusts. See RCW 11.110.120. The Lourdes Foundation held over $2 million in assets invested to
support the current mission of LHN as of 2015. We have examined its publicly-available Form
990 informational tax return for 2015, and note that it identifies the Lourdes Foundation as a tax-
exempt charitable organization pursuant to 26 U.S.C. 8 501(c)(3), and as a supporting organization
for LHN. It appears to hold minimal, if any, endowment funds, but has made cash grants to LHN.?

The Lourdes Foundation plainly cannot continue to operate as it has in the past, as a supporting
organization for LHN. This is so because LHN will no longer operate the facilities being

26 The information recited in this paragraph is drawn from Lourdes Foundation’s Form 990 Informational
Tax Return for 2015, obtained online from Guidestar.org.
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transferred in this transaction and the hospital itself will no longer operate as a charitable
organization. We see no indication in the materials we have reviewed of the potential disposition
of any assets of the Lourdes Foundation. We note that potentially such remaining assets could be
distributed to the Catholic Foundation where, combined with the proceeds of this transaction, they
could continue to serve the health needs of the community. Or, potentially, these assets may be
legitimately spent or directed for charitable uses elsewhere. With no information as to the
disposition of the Lourdes Foundation or its assets, we can do no more here than to provide notice
of our continuing interest in this matter.

ii. The proceeds from the acquisition will be controlled
independently from LHN and Capella.

We next consider the requirement of RCW 70.45.070(8) that the charitable funds be controlled
independently of the parties to the transaction. The Application clearly satisfies this requirement.
As described, the Catholic Foundation is an existing entity governed by a board of directors that
is ultimately responsible to the Bishop of Spokane. Draft Donation Agreement. We trust that the
Bishop, and through him the Catholic Foundation, will be sufficiently independent of both LHN
and Capella.

ii. The charitable funds will be dedicated to charitable health
purposes in the affected community.

The final consideration for purposes of this criterion is whether the charitable benefits of the
proceeds of the transaction will be sufficiently directed to the affected community. We are
satisfied that they will be, but we must note the basis for this conclusion.

LHN has historically served Benton and Franklin counties. The Catholic Foundation currently
serves the geographic area of the Diocese of Spokane. Letter from Howard Wall to Janis Sigman
(Aug. 23, 2017), Attachment 5 at 3 (articles of incorporation of the Catholic Foundation). The
Diocese of Spokane is, of course, headquartered in Spokane and serves 13 counties. These
counties include Franklin but not Benton. Letter from Howard Wall to Janis Sigman (Aug. 23,
2017) at 3. The public comments regarding this transaction, as well as our independent
consideration, suggest concerns that the charitable benefit of the proceeds of the transaction could
flow to either the 12 counties of the Diocese other than Franklin, or exclude Benton County, or
both. See, e.g., written comments of Mark C. Brault, CEO of Grace Clinic (March 18, 2018)
(Brault Comments).

The Department posed this very question as part of the process for screening the Application for
completeness. In response, the draft Donation Agreement specifies that the charitable proceeds of
the transaction are to be used specifically to benefit “the Community.” Draft Donation Agreement.
The Community is described as Benton and Franklin Counties. 1d. We therefore conclude that
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the Application provides sufficient safeguards to assure that the proceeds of the transaction will
be used to serve the community historically served by LHN.

Statutory Criterion 9. Any charitable entity established to hold the proceeds
of the acquisition will be broadly based in and
representative of the community where the hospital to be
acquired is located, taking into consideration the
structure and governance of such entity.

The ninth criterion requires that the charitable entity established to hold the proceeds of the
acquisition will be “broadly based in and representative of the community.” RCW 70.45.070(9).
The Catholic Foundation is, as just described, headquartered in Spokane and both covers an
extensive area outside the community served by LHN and excludes Benton County, which is
served by LHN. We believe that this problem could be easily cured through the use of a
mechanism, discussed below, that the Catholic Foundation already uses in another context. The
same mechanism could also address a different concern expressed in public comment, that the
Catholic Foundation has no prior experience making grants related to healthcare. Brault
Comments.

The bylaws of the Catholic Foundation currently provide that its Board of Trustees shall determine
all distributions. The board has established two distribution committees “for the purpose of
making grants from identified endowment funds.” Letter from Howard Wall to Janis Sigman
(Aug. 23, 2017), Attachment 6 at 8 (By-Laws of Catholic Foundation). One of these committees
is the “Religious Education Distribution Committee,” and the other is the “Catholic Community
Outreach Endowment Distribution Committee.” Id.

Establishing a third distribution committee to make grants from the proceeds of the transaction
would provide a governing mechanism representative of the community to be served and provide
expertise in making grants for healthcare purposes. We therefore recommend that the Department
condition its approval of the transaction on the agreement of the Catholic Foundation to establish
a third distribution committee relating to healthcare grants from the proceeds of the transaction,
with membership including residents of both Benton and Franklin counties and possessing the
necessary subject matter expertise. The Catholic Foundation expressed a willingness to embrace
a similar approach. Letter from Howard Wall 111 to Janis Sigman (Dec. 18, 2017), Attachment B.

We accordingly conclude that the Application satisfies the ninth statutory criterion, conditioned
upon the establishment of a distribution committee as described.

Statutory Criterion 10. A right of first refusal to repurchase the assets by a
successor nonprofit corporation or foundation has been
retained if the hospital is subsequently sold to, acquired
by, or merged with another entity.
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The Department may not approve an acquisition unless it determines that “[a] right of first refusal
to repurchase the assets by a successor nonprofit corporation or foundation has been retained if the
hospital is subsequently sold to, acquired by, or merged with another entity.” RCW 70.45.070(10).
This criterion serves the obvious purpose of providing a means by which the hospital might be
acquired if the purchaser subsequently sells it to, or merges with, another entity.

As described in the discussion of Statutory Criterion 8, above, the net proceeds of the transaction
are ultimately to be transferred to the Catholic Foundation. The Application, however, vests the
right of first refusal in the seller, Ascension, if Capella decides to sell the facilities within ten years
of closing. Application at 10. The Guaranty Agreement attached as Exhibit 3 to the APA assigns
this right to Ascension, as the parent of LHN. Exhibit 3 to Asset Purchase Agreement at 5.

This arrangement, under which the right of first refusal vests in an entity different from the one
that receives the net proceeds of the sale, prompted a question from the Department. That question,
and Capella’s response, were:

Considering Ascension Health leadership has already determined that
Lourdes did not fit into their “One Ascension” plans, explain why providing a
right of first refusal to Ascension Health should the two LHN hospitals be
subsequently sold to, acquired by or merged with another entity fulfills
RCW 70.45.070(10).

Ascension retained the right of first refusal because it has both the resources to
exercise the right should the need arise and the expertise to manage the hospitals if
it was necessary to repurchase them. However, Ascension is willing to transfer this
right to the Diocese of Spokane or another entity acceptable to the Department and
Ascension if the Department desires such a transfer.

Letter from Howard Wall to Janis Sigman (Nov. 13, 2017) at 1 (bold in original).

After consideration, we conclude that the right of first refusal should be vested in the Catholic
Foundation, rather than in Ascension. RCW 70.45.070(10) provides for assigning the right of first
refusal to the successor nonprofit, rather than in the seller. It is counterintuitive to vest the right
of first refusal in a different entity than the one that receives the net proceeds of the transaction,
especially an entity, like Ascension, which will no longer own or operate hospitals in Washington
after the sale of LHN. We see the logic in Capella’s response to the Department, but both the
statutory language and the belief that the right of first refusal should follow the proceeds of the
sale lead us to recommend that the Department condition its approval of the transaction on vesting
the right of first refusal in the Catholic Foundation rather than in Ascension. We further
recommend that the Department condition its approval on the establishment of a mechanism that
requires Capella to provide adequate and timely notice to the Catholic Foundation of any potential
sale, acquisition, or merger involving the assets.
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L. CONCLUSION

For the reasons set forth above, we conclude that the proposed acquisition meets some of the
requirements of the requirements of RCW 70.45.070, but fails to satisfy others.

We trust the foregoing will be of assistance.

Sincerely,

AUDREY/UDASHEN
Assistant Attorney General
(206) 254-0561

JEFFREY T. EVEN
Deputy Solicitor General
(360) 586-0728

ROBERT J. FALLIS
Assistant Attorney General
(206) 389-3888
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The IRS defines FMV as:

... [the] price at which property would change hands between a willing buyer and will-
ing seller when the former is not under any compulsion to buy and the latter is not
under any compulsion to sell, both parties having reasonable knowledge of relevant
facts.®

The federal Stark regulations* define FMV as follows:

Fair market value means the value in arm’s-length transactions, consistent with the
general market value. ‘General market value’ means the price that an asset would
bring as the result of bona fide bargaining between well-informed buyers and sellers
who are not otherwise in a position to generate business for the other party, or the
compensation that would be included in a service agreement as the result of bona fide
bargaining between well-informed parties to the agreement who are not otherwise in
a position to generate business for the other party, on the date of acquisition of the
asset or at the time of the service agreement. Usually, the fair market price is the price
at which bona fide sales have been consummated for assets of like type, quality, and
quantity in a particular market at the time of acquisition, or the compensation that has
been included in bona fide service agreements with comparable terms at the time of
the agreement, where the price or compensation has not been determined in any man-
ner that takes into account the volume or value of anticipated or actual referrals.

CONFIDENTIAL

The value of each asset, group of assets, or business interest reflects the estimated exit price at
which the asset, group of assets, or business interest would exchange in a hypothetical transaction

among

market participants.

Our conclusions are subject to the Statement of Assumptions and Limiting Conditions (appendix C)
and the Appraiser’'s Certification (appendix D). The Qualifications of Principal Consultants are in-

cluded

as appendix E.

Appraisal value conclusions are the result of professional judgment, experience, and opinion. Ap-
praisal societies, the courts, and government agencies acknowledge this fact. For example, IRS Rev-
enue Ruling 59-60 (section 3.01) states the following:

®  Adapted from IRS Revenue Ruling 59-60, 1959-1, C.B. 237, Section 2.02.
*  Federal Register, Vol. 72, No. 171, September 5, 2007, p. 51081, and 42 CFR 411.351.
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Often, an appraiser will find wide differences of opinion as to the fair market value of
a particular stock. In resolving such differences, [the appraiser] should maintain a rea-
sonable attitude in recognition of the fact that valuation is not an exact science. A
sound valuation will be based on all relevant facts, but the elements of common sense,
informed judgment, and reasonableness must enter into the process of weighing those
facts and deciding their aggregate significance.

This appraisal letter provides our professional opinion of value. We have performed this appraisal in
accordance with recognized appraisal industry practices. We make no further warranty, expressed or
implied.

If you have any questions regarding the results of this appraisal, please contact me at 858-436-3220
or Karen Kole at 312-637-2500.

Very truly yours,

ECG MANAGEMENT CONSULTANTS

Adam J. Klein, CVA
Principal
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